C.P. Chamberlin and his wife, Grace, owned nearly 85 percent of the common stock of the Metal Moulding Corporation (MMC), located in Detroit, Michigan. MMC, which began operations in 1924, sold bright metallic trim to the producers of American automobiles.
With the end of World War II, American auto manufacturers shifted their production from war materials to consumer goods. There was tremendous pent-up consumer demand for cars and virtually no competition from foreign manufacturers. Automobiles of that period, as older readers may recall, were garishly adorned with large amounts of metallic trim of the type produced by MMC.
Thus, after World War II, MMC began to earn enormous profits.
In the year 1946 alone, the company's accumulated profits increased by 47 percent over the total for the previous 21 years of its operating history. 4 These large profits created a tax problem for Mr. and Mrs.
Chamberlin, MMC's largest stockholders . The Chamberlins wanted MMC to distribute its after-tax corporate profits. However, the Tax Code decreed, then as now, that distributed corporate earnings are dividends and that a shareholder who receives dividends pays tax on the entire amount at ordinary income rates. For the 16 years after World War II, the top ordinary income tax rate (to which the Chamberlins were probably subject, given MMC's prosperity) was an all-but-confiscatory 90 percent.
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Therefore, the Chamberlins devised the following three-step transaction. In the first prearranged step, they caused the corporation to distribute to its common stockholders a dividend consisting not of cash but of newly issued shares of the corporation's own nonvoting preferred stock. In the second prearranged step, the shareholders sold their preferred stock to two insurance companies for about $800,000. Finally, in the third prearranged step of the plan, stretching over seven years, the corporation itself redeemed the entire issue of preferred stock, buying it back from the insurance companies for $800,000.
What tax treatment did the Chamberlins claim? On the first step, the distribution of the preferred stock dividend, they claimed nonrecognition. For this position they had solid authority: The Supreme Court had repeatedly held that such stock dividends, unlike distributions of cash, are mere paper transactions and therefore merit nonrecognition. 6 Moreover, Congress had acceded to the Court's judgment and amended the Internal Revenue Code to provide taxfree treatment for stock dividends distributed pro rata on common stock.
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As for the second step of the transaction, the sale of their new preferred stock to the insurance companies for $800,000, the Chamberlins argued that they should be taxed like any other seller of property. Therefore their income was not the entire $800,000 but only the amount by which the sales price exceeded their basis in the stock. 8 Moreover, this income was taxable only at the capital gains rate, at the time 25 percent, much lower than the top 90 percent rate for ordinary income.
9
Finally the Chamberlins stated that the third step of the transaction, the corporation's redemption of its stock from the insurance companies, did not involve them at all and therefore should have no effect on their tax treatment.
after-tax profits rose by an additional $665,000.
Nevertheless, the net effect of all three steps taken together was economically indistinguishable from a distribution by MMC to its shareholders of an $800,000 cash dividend, which would have been taxed to them in full as ordinary income. After completion of the entire three-step transaction, the Chamberlins still owned nearly 85 percent of MMC's equity, which, as before the transaction started, consisted entirely of common stock. The only changes at the end of the three-step transaction were that MMC had $800,000 less cash, and the Chamberlins and other common stockholders had $800,000 more cash. The insurance companies, for their part, appeared to serve as a mere conduit for disguising a cash dividend distribution from MMC as a sale to an outside party. The Chamberlins had used preferred stock to distribute, or "bail out," corporate profits at capital gains rather than ordinary income rates. Hence tax lawyers described the scheme as a "preferred stock bailout."
The Chamberlins' case went to the Tax Court, which showed no reluctance in holding that the Chamberlins had effectively received a cash dividend and should be taxed accordingly. 14 The Sixth Circuit, however, went too far in ignoring the connections among the steps in the Chamberlin transaction. In refusing to treat the entire transaction as a dividend, the Sixth Circuit emphasized that seven years elapsed between the sale of the preferred stock to the insurance companies and the complete redemption of the preferred from the insurance companies by MMC.
[I]n the absence of a finding that it was immediately or shortly thereafter redeemed . . . , we assume that a large portion of [the preferred stock] has remained outstanding over a period of years with some of its still unredeemed after nearly seven years. 15 However, contrary to the court's assumption, the fact that the preferred stock was outstanding for up to seven years seems irrelevant. The corporation had committed itself to redeem the preferred at a definite price and according to a fixed schedule. The Section 306 does not tax the distribution of preferred stock as a Eisenstein, 22 Tax L. Rev. 7, 9-10 (1966) .
dividend, the result advocated without success by the IRS in
Chamberlin. Instead, Section 306 accepts the principle that a distribution of preferred stock on common shares should be tax-free.
What Section 306 does instead of challenging this principle is to taint the preferred stock.
Section 306 labels the preferred stock as "Section 306 stock." Today, Section 306 is being overtaken by changes in the tax law. The Code was recently amended to treat certain pro rata distributions of preferred stock as taxable dividends rather than accord tax-free treatment. 19 More fundamentally, closely held businesses increasingly elect to be taxed not under the classic twolevel corporation-shareholder tax system but instead as partnerships.
Under the partnership model, business income is taxed directly to the partners whether it is distributed or accumulated. 20 The Internal
Revenue Code, like the nineteenth century British novel, appears increasingly uncomfortable with the studied ambiguity that Section 306 and Hester Prynne represent.
